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As Section 2 discusses, the current
housing crunch in Southern California is a
product of long-term influences on the
housing market from 1960 to 2000. An
analysis of the data from the decennial
censuses shows tremendous variation by
decades. Homeownership rates, housing
prices, rents, housing cost burdens, and
overcrowding rates were fairly similar in
Southern California and the U.S. in 1960.
Things began to change during the 1970s, a
period marked by stagnant income but rising

housing prices. Although housing production

was high in the 1980s, population growth was
also at its highest point. During the 1990s
population growth dropped off considerably,
but so did housing production and housing
prices. Despite the decade-to-decade differ-
ences, the long-term trend is best chara-
cterized as a secular incréase in the cost of
housing relative to income. The net result is
an inability of this region to keep péce with
the improving home ownership rate for the
nation. As a result of the heavy financial

burden of housing cost, marny are squeezing

themselves into small quarters; consequently, -

over crowding is substantially more prevalent

in Southern California than in the rest of the

nation. The segment most adversely affected

by the high housing cost is the poor.

In recent years, the problem of
affordability has reached what many
consider a crisis level. Section 3 examines
the short-run fluctuation of Southern
California’s housing market over the last
business cycle. While the housing market
suffered a dramatic collapse during the early
1990s, increasing housing demand since the
late 1990s has been driven by population
growth, increasing personal income, and
declining interest rates. Unfortunately,
housing supply has not been as responsive
to the changes in macro-economic factors,
in part because the construction industry has
adopted a strategy of building new units only
after they have secured buyers. The relative
unresponsiveness of supply in the face of
increasing demand has pushed real estate
prices to record highs and decreased the
number of households that can afford to
purchase a home. The upward pressure on
prices has also spilled into the rental market,
and one visible impact is a decrease in
residential choice for low-income families.

Section 4 examines whether the
recent rapid housing appreciation in Southern
California is sustainable in the near future.
Over the last seven years, prices in real

dollars have increased 80%, with the rate of
appreciation accelerating over the last year.
The escalation is not unique to this region,
although the magnitude here is noticeably
higher than for the U.S. as a whole. Three
factors have contributed to the recent surge
in Southern California: 1) the lowest
mortgage rates since the 1960s; 2) incr-
easing demand from a growing population
and rising income; and 3) tight short-term
supply of new housing. However, the recent
appreciation of prices is not sustainable
because the interest rate is not likely to
remain so low and the supply of new housing
is more elastic in the long run. The region
will likely experience some downward
correction in the price of housing, although
not as severe as the decline during the first
half of the 1990s. Although these deve-
lopments may provide some relief to the
current housing crunch, any correction will
not significantly alleviate the long-run
problem of low homeownership rates in this
region.

Housing is a critical element in the
region’s economy, affecting the ability of
businesses to recruit and retain workers.
The higher housing cost makes Southern
California less attractive. Section 5
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agglomeration effects (greater economic
efficiency from geographic proximity of
inter-related firms) strengthen that
comparative advantage. Moreover, the basic
industries that are part and parcel of a
region’s comparative advantage generate
jobs in other industries (the multiplier effect).
Because of these factors, the median
household income in the largest metropolitan
areas tend to be higher than for the nation
as a whole. 1

Despite higher incomes, home
ownership rates in the two largest
metropolitan areas are noticeably lower than
the national rate, due primarily to the higher
cost of housing. As the largest CMSA, New
York has the highest average home value,

but Southern California is not far behind. In

both regions, the median value of a house is
about four times as great as the median
household income, while the comparable
figure for the nation is less than three times.
Consequently, the home ownership rate is
11 to 12 percentage points lower than the
national rate. Rental housing is also
considerably more costly in New York and
Southern California than in the nation. The
one housing indicator where Southern

California deviates from New York is in the

Table 1.1. CMSA and National Statistics

Southern New York Chicago United

California CMSA CMSA CMSA States
Key Population Characteristics
Growth Rate, 1990-2000 13% 8% . 11% 13%
Median Household Income $45.9k $50.8k $51.0k - $42.0k
Housing Outcomes
Home Ownership Rate 55% 53% 65% 66%
Over Crowding 12% 4% 3% 3%
Median Home Value $203.3k $203.1k $159.1k $119.6k
Median Gross Monthly Rent $733 $740 $659 $602
Urban Form ‘.
Housing Density in Urbanized Area 2,101 2,042 1,490 1,073 |
Percent Single-Family Homes 53% 40% 51% 60% |
Percent in 10+ Unit Buildings 20% 29% 18% 13%

Source: U.S. 2000 Census

percent of households residing in over
crowded conditions, defined as housing units
with more than 1.5 persons per room. The
rate in this region is three times higher than
that in New York. The two regions have
nearly identical housing costs, but Southern
California has a lower average income.

‘ Housing costs are high in Southern
California and the other two mega-regions
because of high land prices. The relationship
between the two can be seen in Figure 1.2,
which plots estimated average land cost per
square feet and median housing value for 26
metropolitan areas. ! Urban land has value

when it provides geographic access to
desirable destinations such as employment
centers.”” Firms and individuals are willing
to pay for closer proximity to these sites
because the location lowers the cost of travel
and transport. The demand for spatial access
is capitalized as land value.

Two fundamental factors influence
the price level of urban land. The first is
population size. A large population means
more competition for land and higher land
prices. A metropolitan area accommodates
a larger population and higher land value by
expanding outward and building upward. This
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Addressing the complexity of
Southern California’s housing problems
requires a more comprehensive and coord-
inated strategy. Ideally, the region should
simultaneously lower the cost of travel
through congestion relief, increase the supply
of developable land in the urbanized area,
and allow for higher density development.
Congestion relief requires a combination of
improving the road network and increasing
carpooling and ridership on public transit.
Facilitating in-fill development would provide
a source of land for additional housing in
Southern California.. At the same time, it is
important to ease the restrictions on building
multi-family units and allow for more housing
development close to major employment
sites. These changes will not produce imm-
ediate results, but then again, the problem
also did not materialize overnight.

‘While attenuating the overall cost of
housing would benefit everyone, the region
faces another housing problem because of
its income inequality. Low-income families
have been particularly hurt by the high cost
of housing. Southern California has a dispro-
portionately large number of people living in
low-income households. According to the
2000 Census, the poverty rate was 15.6%
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Figure 1.3: Percent of Population by Poverty Levels
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for Southern California, compared to only
12.4% for the nation." In fact, the percent
of Southern Californians falling into each of
the poverty levels reported by the Bureau of
the Census is higher than for all Americans.
(See Figure 1.3) Worse, the purchasing
power of the income available to the poor in
Southern California is lower because of the
high cost of housing.

The region’s low-income population
is not only relatively larger, its composition
also differs from that of the nation. Latinos
and Asians make up a majority of Southern

California’s poor, due in part to the relatively
large number of immigrants."' Foreign-born
individuals comprise 31% of the population
in Southern California, compared with only
11% for the nation. The availability of jobs
and migration networks has made Southern
California the gateway for contemporary
immigration. A disproportionate number of
these immigrants have very limited educa-
tions and marketable skills, and their low
earnings put many of them and their families
below the poverty threshold. Improving
housing conditions and home ownership
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University of Chicago Press.

v The housing density for Southern California
covers three urbanized areas: 1) Los Angeles-
Long Beach-Santa Ana; 2) Riverside-San
Bernardino; and 3) Oxnard. The housing
density for the other two CMSAs covers only
the largest single urbanized area in each. The
largest single urbanized area in Southern
California is the Los Angeles-Long Beach-
Santa Ana area, and its density is 2,395.30.

¥i An ordinary least-squares linear regression
model is used to test and separate the
influence of population size and intra-
metropolitan travel cost on land prices. Data
on estimated land prices come from Edward L.
Glaeser and Joseph Gyourko, “The Impact of
Building Restrictions on Housing
Affordability,” FRBNY Economic Policy
Review, June 2003, pp. 21-39. Data on
population size comes from the 2000 Census
for urbanizZed areas, which cover one or more
contiguously populated metropolitan areas.
Travel costs are approximated by the
congestion measure developed by the Texas
Transportation Institute. The dependent
variable is the log of land cost per square foot.
The number of observations is limited to the 27
areas with estimated land prices. The results
indicate that each factor has an independent
impact. The estimated coefficient for
population size is statistically significant at the
P<.02 level, and the estimated coefficient for
congestion is statistically significant at the
P<.0001 level. The adjusted R-square value for
the model is .69. Two alternative models are
used to test the robustness of the results. The
first uses the land cost without transformation

. as the dependent variable, and the second

excludes New York. In both models, the
estimated coefficients are statistically
significant.

vil Those in poverty are defined as people
living in families or individuals with an annual
income below the federal poverty line (FPL).
The FPL was developed in the 1960s and is
roughly equal to three times the minimum cost
of purchasing food that meet the nutritional
requirements established by the Department of
Agriculture. The FPL is adjusted annually by
the inflation rate, but there is no adjustment for
geographic differences in the cost of living. In
1999, the poverty line for a family of four was
approximately $17,029. The exact figure varies
slightly based on the family composition. For
further information see www.census.gov/hhes/

poverty/threshld/thresh99.htmi

vit Shannon McConville and Paul Ong, “The
Trajectory of Poor Neighborhoods in Southern

.California, 1970-2000,” the Brookings

Institutions Center on Urban and
Metropolitan Policy, and the UCLA Ralph and
Goldy Lewis Center for Regional Policy
Studies, November 2003, 18 pages.
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Source: U.S. Census
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Owner & Renter

While U.S. home values rose 40 percent
between 1970 and 1980, home values in
Southern California rose almost 75 percent.
U.S. home values then declined slightly be-
tween 1980 and 1990, while Southemn Cali-
fornia home values continued to climb an-
other 53 percent.

California home values also
increased at a rapid pace between 1970 and
1990. Home values in Southern California
have been fairly consistent with home values
statewide over the past four decades, except
in 1990 when Southern California home
values rose to $298,000, outpacing
California’s median home value of $274,000.

Home values then declined in the 1990s in
both areas. Median home values for the U.S.
followed a different pattern, declining slightly
in the 1980s and rising again in the 1990s.

Housing Cost Burdens for Homeowners

During the 1960s income was rising
much faster than home values in Southern
California as well as in the rest of the nation.
By the 1970s income growth had slowed
considerably while home values soared.
Between 1970 and 1980 income growth in
Southern California was only 1 percent while
home values rose 73 percent. During the
1980s income growth was slightly higher, at
10 percent, but home values again rose more
quickly — another 53 percent. A brief
recession in the 1990s slowed both income
and home value growth, but the slowdown
did little to lower cost burdens.

We looked at home values as a
percent of median family income to determine
the change in housing cost burdens since 1960.

Table 2.1: Incomes and Home Values, Percent Change Over Time

Income - Percent Change

1960-1970 1970-1980 1980-1990 1990-2000
Southern California 27% 1% 10% -8%
California 27% 1% 10% -3%
United States ' 34% 5% 4% 6%
Home Values - Percent Change

1960-1970 1970-1980 1980-1990 1990-2000
Southern CA 16% 73% 51% -26%
California ' 17% 2% 45% -17%
United States 9% 42% - 4% 16%

Note: Percent increases are in real terms.
Source: U.S. Census
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for these income groups dropped about four
percentage points over the past thirty years
in both the U.S. and in Southern California.
In the two top income quartiles home-
ownership rates have climbed in both areas,
but U.S. gains have outpaced the Southem
California region. At the top income level,

where discrepancies between the two areas .

are smallest, the difference in home-
ownership rates between the U.S. and
Southern California grew from 3 percent in
1970 to 6 percent in 2000.

Housing Production

Housing production was calculated
in two ways: as the total increase in housing
units each decade, and also as the number
of housing units added per unit of population
increase. Production of new housing units
in Southern California has dropped off
considerably between the 1960s and 2000,
in terms of both net units added and net units
added per unit of population increase. The
big drop in terms of number of housing units
(net) was experienced during the 1990s.
Between 1950 and 1960, there was a net
increase of over 1 million housing units in
Southemn California. Between 1990 and 2000
the region netted only 385,000 housing units.

However, during the 1960s, 1970s, and 1980s

between 800,000 and 900,000 units were -

added each decade, so the real drop in
production occurred in the 1990s. When
measured in relation to population growth,
however, production levels were similar in
the 1980s and 1990s. -

Southern California has experienced
tremendous population growth since 1960.
Between 1960 and 2000 the population in
the region jumped from 7,750,000 to
16,375,000, an increase of 110 percent.
California experienced similarly large

population increases over the same time
period, while in the U.S. population growth
between 1960 and 2000 was only 60 percent.
The two largest waves of population growth
in Southern California occurred in the 1960s
and 1980s. In the 1960s the population
increased 29 percent over the previous
decade. Inthe 1980s population growth was
26 percent higher than in the 1970s. By the
1990s population growth had slowed to about
half of 1980 levels, increasing by only 13
percent. Thus, although half as many housing
units were built in the 1990s than the 1980s,

Figure 2.4: Population and Housing Unit Increases
By Decade, 1960 - 2000
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to $9,400 in 2000 (2003 dollars).

Rental prices in Southern California
climbed steadily between 1960 and 1980,
then jumped steeply between 1980 and 1990.
The median gross rent in Southern California
increased 45 percent in the 1980s, with
monthly rents climbing from over $600 in
1980 to over $900 in 1990. Rents statewide
and in Southern California peaked in 1990,
and then declined. Rents in both areas have
been consistently higher than rents for the
U.S. as a whole, with the greatest disparity
occurring in 1990. Rents in the Southern Cali-
fornia region in 2000 averaged just under
$800.

Rental Cost Burdens

We estimated rental cost burdens by
dividing annual gross rents by the 25'
percentile of income in each region. We used
this figure as renters tend to have lower
incomes than homeowners do. While rental
burdens were actually higher in the U.S. than
in Southern California in 1960, (29 percent
and 27 percent, respectively), by 2000 rental
cost burdens in Southern California had risen
to 37 percent, Versus 32 percent for the U.S.
as a whole. Rent burdens jumped
significantly between 1980 and 1990, rising

Figure 2.5: Median Gross Rent Annually, 1960 - 2003
- (2003 dollars)
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Figure 2.6: Single and Multi-Units Per Capita Added Over
. Each Decade, 1960-1970 through 1990-2000
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A

Among renters, Hispanics are most
overcrowded; 56 percent of Hispanic renters
live in crowded conditions in Southern
California, versus 36 percent in the U.S. as
a whole. Using the standard of 1.5 persons
per room crowding is still high: 41 percent of
Hispanics live in overcrowded conditions in
the region, versus 22 percent nationwide. The
large Hispanic population in Southern
California, which includes many new
immigrants as well as larger families than
other ethnic groﬁps, drives some of the high
crowding numbers among renters, but
crowding rates in the region are also higher
for all other ethnic groups. For example,
thirteen percent of white renters in Southern
California live in crowded conditions versus
three percent in the U.S. as a whole. So
while some of the crowding is due to the

nature of the population in Southern
California, the lack of affordable housing has
clearly had an impact on the rental market.

CONCLUSION

Southern California began
experiencing an affordability crisis in the
1970s as home values began to outpace
incomes in the state, and this crisis continues
today. Income continues to lag behind
housing costs, leading to high cost burdens
both in Southern California and throughout
the state.

Many policymakers have questioned
whether the housing crisis in California is a
housing problem or an income problem. It
is clear that over the last two decades
production of housing units has not kept pace
with population growth, which has contributed

Tablé 2.3: Renter Overcrowding by Ethnicity, 2000

1.0+ persons per room ASIAN BLACK WHITE HISPANIC
United States 28% 12% 6% 36%
California 35% 17% 15% 51%
Southermn CA 36% 18% 19% 56%
1.5+ persons per room

United States 17% 5% 3% 22%
California 23% 8% 9% 36%
Southem CA | 23% 9% 13% 41%

Source: U.S. Census

to the housing crisis. The data indicate that
multifamily housing production dropped off
steeply after 1980 and all housing production
dropped off after 1990. There have been
many possible explanations for the drop in

- housing production, including the effects of

federal tax reforms, high land prices, and
property tax restrictions, but at this point there
is no definitive explanation. It is clear that
with limited land supplies in the region
production will not be able to meet demand
if strong population growth continues. In the
meantime, the dwindling supply of, and the
continued demand for, housing, will continue
to drive up prices and lead to continued
overcrowding, both of which will take a
heavy toll on the region’s low and moderate

income households.

i For home values cited here we used “specified
owner occupied units” for comparability over
time. In2000 the median home value for all owner
occupied units in Southern California was
$206,636. All values are in 2003 dollars.
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experienced particularly tight housing
markets, where housing affordability has
declined across all income groups and
homeownership rates have remained
stagnant, in contrast with increasing national
rates.iv Affordability is particularly critical in
coastal areas. New home sales have
decreased in Southern California compared
to the late 1980s. Los Angeles features the
highest percentage of households paying
more than 30 percent of their income for
housing in the state (45 percent) and a
homeownership rate ‘that is lower than both
California’s and the national average for
metropolitan areas. Further, Southern
California features increasing price gaps
between coastal and inland areas.

Southern California counties are the
fastest growing counties in the state, with
Los Angeles County featuring the highest
share of population growth.” Southern
California’s market for new housing units has

 been consistently dominated by the

suburbanization of construction, with heavy
consumption of land, and by larger and more
expensive single-family homes at the expense
of multi-family units or smaller single-family
units.Y' Given the scarcity and the high price

of land in the region coupled with continuing

Figure 3.1. Annual Percent Population Change
Southern California 1989-2003
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population growth, construction of new
affordable units will pose significant problems
in the near future."™

Population and Economic Trends
Southern California has experienced
significant socioeconomic changes over the
past two decades. The regional population
has grown from 14 million in 1989 to 17 million
in 2003. Compared. with national trends,
population growth rates in Southern
California have fluctuated over time. During

the early 1990s population growth in Southern
California slowed down with respect to
national rates, but after 1995 growth rates
started to climb again. Since 1998, the.
population has grown at a much faster rate
in Southern California than in the nation as a
whole (Figure 3.1).

In general, population trends in
Southern California have reflected cyclical
economic variation over the past two
decades, climbing during periods of econormic

expansion. Using unemployment rates as an
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2000. Unemployment rates in Los Angeles
County, however, were still substantially
higher than in the nation in 2003 — 6.6 percent
compared with 5.8 percent.

Cyclical fluctuations are also clear
in the trends of personal income in real termns.
Per capita income has generally fallen with
business cycle recessions and higher
unemployment rates and climbed with an
expansion. While in the nation as a whole
per capita income has climbed consistently
between 1989 and 2003, in Southern
California per capita income dropped during
the early 1990s, climbed during the late 1990s,
and leveled off during the most recent

recession.
At the same time, average mortgage

interest rates have experienced only a.

moderate degree of fluctuation during the
early 1990s, followed by a downward trend
in the second part of the decade and between
2001 and 2002 (Figure 3.3). In 2003,
mortgage interest rates reached a historic
low of 5.58 percent. Periods characterized
by lower interest rates have usually featured
higher home sale activity and decreasing
foreclosures. Home sales climbed steadily
until the end of the 1990s, levelled off during
the recent recession, and climbed again

Figure 3.4. Annual Changes in Housing and Popu]ation
Southern California, 1989-2003

2.5%

2.0% T

1.5%

1.0%

0.5%

0.0%

S & P& TEEEES

T T

P &

| & @ « Population Growth ——Net Single Family Units Added

New Home Sales |

Council of Southern California.

Sources: State of California, Department of Finance; Real Estate Research

starting in 2001. The increase in home sales
has been particularly pronounced in Orange
and Riverside Counties, where the average
annual increase in home sales between 1995
and 1999 was 11 percent and 18 percent

respectively, compared to 8 percent and 4

percent annually in Los Angeles and San
Berardino Counties. Similar to home sales,
foreclosures have experienced a cyclical
trend. The number of foreclosures climbed
during the early 1990s, peaked in 1997, and
declined at a fast pace throughout the remain-

ing years.

Housing Construction

Similar to demand, the supply of
housing has followed the yearly ups and
downs of the regional economy. Vil A period
of relative expansion has followed an initial
period of contraction of the housing market.
A common measure of housing construction
consists of the number of building permits
that are issued annually. **

After a substantial decrease in the
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than the local consumer price index for
homeowners. Sale prices have been the
highest in Orange County and Los Angeles
County, where after the mid 90’s recession,
they have climbed at an annual average of 7
percent and 6 percent respectively, compared
to an annual average increase of 5 percent
and 3 percent in Riverside and San Ber-
nardino counties. In 2003, the average price
of a new home reached $450,000 in Orange
County and $418,000 in Los Angeles County.

The annual affordability index
indicates the percentage of households that
can afford to purchase the median-priced
home. Figure 3.6 shows that the trend
corresponding to the affordability index is
consistent with that of home prices and sales
trends. The percentage of households that
could afford the median-priced home
increased during the early 1990s from 21
percent in 1989 to 41 percent in 1994. During
the second part of the decade the regional
affordability index remained stable, but it
began to decline again after 1999. In 2003,
only 31 percent of Southern California
households could afford purchasing a
median-priced home. There are, however,
some differences in the affordability index

trends within the region. While the housing

Figure 3.6. Housing Affordability and Unsold New Homes
Southern California, 1989-2003
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market for home buyers in Riverside and San
Bernardino has remained the most affordable

over time, Los Angeles County and Orange -
" County have been consistently less

affordable than the regional average,
especially after the mid 1990’s recession.
In particular, Orange County has featured
the lowest affordability levels since 1996, and
the gap between the affordability index in
this county and the rest of the region has
widened over time. In 2003, only 22 percent
of Orange County’s households could afford

the median-priced home. As a result of high
housing prices, prospective buyers have
tended to purchase homes in the fringes of
the metropolitan area, as Figure 3.7
illustrates. One exception is represented by
the Downtown area, where the renovation
of old buildings and their conversion into
luxury apartments has attracted several
home buyers in recent years. |

Figure 3.6 also illustrates unsold new
homes. The abrupt fall in the number of
unsold homes confirms that the housing
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moving into rental units.

The impact of rising rental costs is
felt most acutely among lower-income
households. One of the consequences is a
decline in residential choice. This can be
seen in the locational distribution of part-
icipants in HUD’s (Department of Housing
- and Urban Development) Section 8 program.
The program subsidizes rent for low-income
households, and one of its goals is to disperse
low-income families away from ecomomi-
cally distressed neighborhoods. Section 8
participants are vulnerable to rapid rent
increases because HUD’s Fair Market Rents
do not always keep up with the actual market
prices. When this happens participants often
have to move to lower-income neigh-
borhoods to find units they can afford. We
looked at the distribution of Section 8
participants in Southemn California among
low poverty neighborhoods, moderate
poverty neighborhoods, poor neighborhoods,
and underclass neighborhoods®, in 1997 and
in 2002. The percentage of Section 8
participants in low and middle poverty
neighborhoods dropped over the five year
period, while the percentage of participants
in low-income neighborhoods (poor and
underclass) climbed from 50 percent in 1997

Figure 3.8. Annual Changes in Multifamily Housing
and Rental Vacancy, Southern California, 1989-2003
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Figure 3.9. Renter Costs; Southern California, 1989-2003
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ix This measure, however, is not perfect in that
it may not reflect actual construction.

* Peltz, James F., “Made to Order,” Los Angeles
Times, June 3, 2004.

i ow poverty = less than 10 percent
Moderate poverty =10 - 20 percent
Poor =21 - 39 percent

Underclass = 40 percent or greater

«ii These results are similar to those found in
Los Angeles County in a paper by Rafael
Yaquian Illescas (2004).
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has been today.

The National Market

Real (CPI adjusted) housing prices
have had a very strong cyclical component
to them in the past, with long periods of real
appreciation during economic expansions
followed by periods of real depreciation
around economic downturns, as can be
clearly seen in Figure 4.2 and 4.3. The last
two major bouts of rapid appreciation were
in the mid-1970s and mid-1980s. The earlier
episode saw the national average price
increase by 17 percent over a three-year
period. The latter period saw real prices
increase by 20 percent over a six-year
period.

Housing prices have a lag / lead
quality to them, which is rather unusual.
Typically increasing houéing prices lag
increasing employment growth. Yet they also
tend to lead slowing employment growth. In
both previous housing cycles the bout of
appreciation slowed and eventually began to
reverse itself prior to the actual economic
downturn. As a result housing prices have
an extreme boom-bust cycle to them, since
the housing cycle occurs within an expansion

rather than across the entire business cycle.

Figure 4.2: Employment and Real Housing Prices
Year on Year Changes
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Figure 4.3: Residential Building to Population

Changes: U.S.
New Housing Units / New Adult Population
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recent years, real mortgage rates have not
fallen by as much—much of the decline in
nominal rates is due to the slowing of inflation
that has occurred over the past decade. Real
rates have been hovering around 4 percent,
down from the 5.5 percent average seen

since the 1990 economic recession.

Regional Markets
As with many national statistics,
these aggregated numbers tend to hide a
considerable amount of inter-regional
variation. The greatest levels of appreciation
have occurred in urban areas located on the
coasts; primarily in California, Massa-
chusetts, New York, New Jersey and Florida.
This pattern is not unusual. Figure 4.4 shows
the pattern of price appreciation in the late
1980s compared to today. Two things
immediately stand out in this picture. First,
there is a high degree of correlation between
* the two periods—much of the appreciation
seen recently has occurred in communities
that also saw a rapid run up in prices in the
late 1980s. Secondly, the range of appre-
ciation was actually wider in the late eighties
period compared to day, with a range from
negative 8 percent per year (in nominal
terms) to upwards of 16 percent per year in

Figure 4.5: Housing Prices and Employment:

1997 - 2002
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Figure 4.6: Housing Prices and Employment:
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higher. After a period of real price stability
in the early 1980s, the late 1980s bubble was
driven by a spurt of growth that saw property
prices appreciate at about seven and a half
percent per year. Like the U.S., Southern
California experienced a strange counter-
cyclical pattern during this downtun. Starting
in the second half of 2001 price appreciation
has surged to about 12 percent per year on
average, close to the rates seen in the late
1980s. Over the past year this pace has
accelerated yet again, up to approximately
20 percent per year.

Of course, while the pace of apprec-
iation is similar, there are other factors that
are different between the two periods. As
noted, a building boom has not accompanied
this current bout of real estate appreciation.
In the late 1980s Los Angeles and Orange
Counties were building new residences at a
pace that exceeded one unit for every two
people entering the county. (See table 4.1)

Given that the average household is roughly

three people, this pace is clearly too rapid.
This time the numbers are Completely
different. Orange County has added four 4.4
people to the County for each new unit being
built, while Los Angeles is building one unit
for each 8.6 people added to the county.

Excess supply is clearly not an issue this time.

Of course, many people in the hous-
ing industry have used this tight housing
sitnation to justify the current price apprec-
iation. While this certainly plays some role,
this fact cannot justify all the appreciation
we have seen. Indeed while these pundits
argue that tight supply is an important
component to price increases, they neglect
to explain how this linkage works, nor do they
ever define what would be the logical upper
limit that must exist even under tight supply
conditions. “So how high can prices go?” is
the question for those who use supply to
justify prices. The reality is that houses are
an asset, and like all assets have a fundament
value. Even with tight supply the housing
market in the US and in Southern California
has akeady passed this fundamental value
and is clearly in a bubble. The next section

details the argument for this point.

The Future of Home Prices in Southern
California

Over the next few years home prices
in Southern California will certainly not
experience the level of appreciation seen
over the past few years, and may even
experience some level of nominal price

declines. The reasons for this can be summed
up as follows. 1.) A portion of the recent
housing appreciation is due to the decline in
mortgage rates. When mortgage rates rise
again, these gains in value will be reversed.
2.) The true increase in demand for housing
in Southern California’s housing market is
not as large as it would appear to be as a
function of population alone. 3.) Housing
supply and demand is more'elastic in the long
run than in the short run. Tight supply today
does not necessarily imply tight housing
markets tomorrow.

Mortgage Rates

The return that a housing asset
brings is the value of the housing services it
provides—whether housing is rented or
owner-occupied. The fundamental value is
based on the sum total of the net rental value
of the property today and in the future.
Future rents are not as valuable today as they
are in the future, and must be discounted in
order to turn them into present value form.
A large portion of this discount rate is the
opportunity cost of capital tied up in resi-
dential real estate—the mortgage rate.
Cheaper capital causes the fundamental
value of assets to rise holding all else equal,
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that has occurred over the past decade has
been made up of immigrant families who tend
to be younger and have more kids on
average, which is one driver behind larger
households—families are just bigger in Los
Angeles County.
It is not just the family size that is of
issue—it is also the demographic charac-
teristics of many of the new entrants into
the area. Between 1990 and 2002 the
number of people in Orange County with a
bachelor’s degree and above increased from
28 percent to 33 percent of the population
ages 25 and up. At the same time the number
of people without a high school degree
increased from 18.5 percent to 20.5 percent.
Tn Los Angeles the proportion of people
without a high school degree dropped from
30 percent in 1990 to 26 percent today, but it
is still quite high. Real per capita income in
the Los Angeles / Riverside region has
actually grown much more slowly than for
the U.S. overall over the past two decades.
In 1985 real income was 15 percent higher
here than in the nation as a whole. In 2002
income was slightly lower.
The region’s trend in income is driven
by population growth and international
immigration. Many of these immigrants did

not have the opportunity to obtain the
education or technical training to earn a high
wage in the U.S. economy. Domestically
speaking there has been a net outflow of
people from Southern California. As a result
there is a dual economy forming, particularly
along the coast, with a poﬁion of the middle
class simply moving from the region to find
affordable housing inland or in other states.
Low and high income individuals remain. So
while the population growth in Southern
California has been high, a large portion of
this population growth is made up of families
that could not afford to purchase housing
even if prices had not appreciated to the
extent that they have.

| Long Run Supply and Demand

The final issue is long run supply and
demand. The long run elasticity of supply and
demand is considerably larger than the short
run elasticity—implying again that short run
supply tightness cannot drive prices too far.
Consider the supply side. While building has
been constrained in California, this is in part
due to regulatory hurdles and high fixed costs
that slow the residential investment process.
Nevertheless, where there is a profit, there
is a way. High prices spark housing growth

both by increasing public pressure on zoning
boards and by making it easier for developers
to ‘sweeten the pot” to get approval for
projects. It also creates greater demand for

 infill, which will ultimately be the solution to

housing in the now-crowded Southern
California economic region.

While new housing has not kept up
with population growth, it has been growing
in line with this thinking. In-1996 the greater
Los Angeles region built 30,000 new
residential units. By 2000 this had grown to
52,000 units, and last year the region added
77,000 units. Building is accelerating, and will
continue to do so as long as prices remain
relatively stable.

On the demand side long run
elasticity is also an important consideration.
Southern California is not an island—people
have an option to live here or in the myriad
of less expansive places in the US. For many
people, particularly those who are retired,
there will come a point in time when cashing
out will become a more attractive option.
Higher prices will encourage exiting the'local
market, thus making homes available that
way. Further it tends to discourage in-
migration, there is slowing population growth
nd again slowing rental growth rates.
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( Section 5: Migration and Housing Opportunities ]i

One implication of the growing
affordability problem in Southern California
is “regional flight,” the exodus of families
priced out of the housing market. At the same
time, other families have moved to Southern
California despite its high living costs. For
many, the region still remains a land of
economic opportunity. While the media has
provided intriguing stories about the exodus
of the middle class from southern California,
this section provides a more systematic
assessment of the housing implications of
moving away from, and into, Southern
California. Specifically, this section explores
the relationship between migration to and
from Southern California, and selected
housing outcomes, such as homeownership
and housing affordability. Focusing on family
households and using data from the 1980,
1990, and 2000 Census, the analysis indicates

that:

e Homeownership opportunities are
greater for families who decide to leave

Southerri California than for families who
move to the region

s  Housing costs, both for homeowners and
renters, are more advantageous for
families moving out of Southern
California, who also tend to move to
larger housing units

o Families relocating to Southern Calif-
ornia from other parts of the country
tend to purchase or rent homes in the
fringes of the metropolitan area, where

housing units are supposedly more

affordable.

Much debate has focused on the
housing shortage and affordability crisis in
Southern California. The media have emp-
hasized the slow pace' of construction in
Southern California during the past decade
and the increasing housing costs both for
homeowners and renters, often suggesting
that people have to leave the area because
of housing affordability. According to the Los
Angeles Times, home values in Los Angeles

County are at a record high, having increased
by nearly 30 percent in the last 15 years. In
addition, it is becoming increasingly more
difficult for many companies to attract
workers to Southern California because of
its high home prices.! Nevertheless, the
Census has estimated that Los Angeles
County as well as the surrounding counties
making up the Consolidated Statistical
Metropolitan Area (CMSA) have continued
growing since the year 2000. Los Angeles
County alone has experienced a 3.7 percent
population increase from 2000 to 2003. While
much of the increase may be attributed to
natural growth, part of the population
increase is due to net migration, despite the
slow pace of regional job growth during
recent years.! This chapter examines the
difficulty of becoming a homeowner for those
moving to the region versus those moving
out; whether the housing burden is higher
when moving to the region or out of the
region; and finally, what is driving people to
move to the region given its high housing
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families who decide to leave Southern
California than for families who move to the
region. In 2000, 36 percent of the families
who moved to Southern California owned
their home, but those moving away were 1.25
times more likely to be homeowners. A
similar trend was observed in previous
decades, although the inverse relationship
between migration and tenure seemed to be
stronger in the late 1980s than in the late
1990s. In addition, while renters accounted
for the overwhelming majority of those who
moved to the area during each period (over
60 percent), the proportion of renters was
much lower among those who left the area,
although it has increased from 40 percent in
1980 to 53 percent in 2000. In the late 1980,
those who moved to the region tended to be
renters (65 percent), while those who moved
out of Southern California were more likely
to own a home (60 percent). The percentage
difference in ownership rates between those
who moved to, and those who moved out of
the region was 25 percent in the late 1970s.
The difference dropped to 11 percent in the
late 1990s.

Differences in homeownership rates
between families who moved out of Southern

California and those who moved to the region

Figure 5.1: Ratio of Out Movers to In Movers, 1995-2000
(Out Movers = 100%)

1.4 %

1.2%

1.0%

0.8%

0.8 %

0.4 %

0.2%

0.0 %
Hownership Income

Source: Bureau of Economic Analysis

Home Value

Monthly Rent

’E‘ Observed H Adiusted|

do not seem to be associated with any
significant disparities in household income
levels. In the late 1990s, the median
household income of both groups was
approximately $46,000. Differences in
homeownership rates hold even after
controlling for personal and household
characteristics.

The relative advantage of moving
out of the region is also inanifested in home
prices. Over time, average home values have

consistently been higher for families moving

to the region. In 2000, while observed home
prices for families moving to Southern
California averaged $281,000, prices were
20 percent lower for families moving out of
the region. Most importantly, the widening
gap in home values between families moving
out of Southern California and those moving
to the region has corresponded with a
narrowing disparity in income levels between
the two groups over time. This trend suggests
that the region has increasingly lost advan-

tage in terms of housing costs compared to
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While we know that most families
leaving Southern California relocate to other
areas of the West, to the South Atlantic
region, or to the Northeast Central region, it

is interesting to explore where families who

move to the region tend to reside and identify
their housing costs in different parts of the
metropolitan area, be they homeowners or
renters. The spatial distribution of movers to
the region suggests that they are more likely
to purchase homes in the fringes of the
metropolitan area, where most new homes
are located (Figure 5.2). The location of
homes in the fringes, however, does not
necessarily translate into lower home values.
This is particularly clear in the northern part
of Los Angeles County and the southern part
of Orange County, where the location
quotients associated with home values for
families who moved from other regions seem
to be higher than in the rest of the area. Such
geographic disparities in home values are in
general reflected in higher housing cost
burdens for families who move to Southern
California. Similar to homeowners, the
settlement patterns of families who move to
the region and rent a home suggest that these
families tend to move to the fringes of the

metropolitan area, where the rental market

Figure 5.2: Homeowner Family Movers to Southern

California (1995-2000)

Pacific Ccean
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is supposedly more affordable than in the
central part of the region (Figure 5.3).

At the same time, shorter travel
times do not always compensate for higher
housing costs, as the location quotients of
travel time throughout the region suggest.”
In particular, families residing in the central
and western parts of Los Angeles County
seem not only to be burdened by high

homeowner costs but also by long
commutes.

The analysis of this section supports
the argument that housing opportunities, both
in terms of homeownership, affordability, and
type of housing, are in general better for those
who move out of the Southem California
region. However, the analysis also shows
that families keep on moving to the metro-

40




‘uo1gal o1y109ds e JO saLrepuUnoq

QY3 UIYIIM UOIIBO0]91 Y} UT SISISU0D A[[ensn
YoM ‘Ayrjrqotu ordergos3d Woy JUSILIIp

$13] "SUOSBAI PIJL[a1-qo[ £ PIIBALIOW UIYJO SI
yoIym “Su0IBal JUSI9JIP WO PUE 0} JUSUIDAOW
913 S8 paulep A[[erousd s1 UONRISIA ¢

Y00C

‘g1 qudy ‘sawyf prT orey pIoORY I8 IBOS Y]
Ul $9911J SWIOH],, ‘99T UO(] Pue 1oJ0Yy ‘JUSOULA |

"8Te9K JUS09I U PIATISAO AJI[IQOUI [BIJUSPISDL
Jo suwioped JeuoiSor [RUIOIUI JO WISIBUAD
guiseo1oul oY) UT SB [[oM SB IOM JO
sooe[d WO 90UBISIP Fe0Id 18 9q JYSI JRy)
SOI)I[B00] Ul S9WIOY JO 9910Y2 91} UT Pajoa[jal
st a1nssoxd yong ‘uordar oy} ur Jurpiser
SIOUMO9TICY pUE SIJUAI I0J I30qQ SUSpINg
1500 SUISHOY FUISBLIOUT PUB SISUIOOMAU 10]

S9N 02

+ 1T
(A
oLL- 1oL Bl
00°} -Lg'0 B
08'003dn

juagony tolesoT

uEs90 SIHvEd

(0002-5661) BlUIOHED

uJaynog o} sianopy Ajwed Jajuey :¢°G ainbid

sytum UISnoy mau Jo 98eLI0US Pajusuinoop
-[[oM B SaInea) YOIy 9o3Tewt Sursnoy] [eoo]
ot vo aanssaxd retping sind ooussard moy
1By} 1GNOP OU ST 2ISY} ‘SSI[OUIQUON] 'SBaIe
[eroydued o3 Sumaow Aq Suisnoy jo §1s09
Y31 92U} 1950 0} 9[qE 9q ABUI ‘SIAUSI IO
STOUMOSTIOY ASU) 2q ‘SOTIUIR] YouS "[imoId
qof [fets JO 9jeu[o JUALMD U] W Ajjeroadss
‘sarjrure] yons Sunoripe UI 9[oI juepodun
ue Aepd Aew uvolgder oy} JO SOTIUSUIR puUe
SOTISLIOJOBIBYDO PRINSEOWIUN IS0
“(3ueoxed ¢y) Suisnoy
s[qepiolje orowr pajuem Io (queoied (¢)
SWOY 19719q B PSjURM ASU} 9811803 O SU0P
SABY SUOSERI PoIB[eI-FUISNOY IO BIUIOIE))
Jo mo Suraowr peptoder oym SarfTUIR] JO
juaorad () JoA() SUOSEAI PRIB[aI-FUISIOY 10
0§ 2uop 24y pottad sures oy Sunmp 9)eIs
9Y} JO INO PIAOUI OUM SII[IIE) JO Jusoied
07 ‘1SeIUOoD U] "SUO0SE2I PoiR[oI-FUISNoy
10] peAowr 9Aey Jusored ;/ AJUO SBOIOUM
‘suoseal pajejel-qol 10] 05 2UOP 9ARY
s1eaA A1y I5ed 917) SULIND BIUIOJI[R) WISYINOS
01 paAOwW oYM SarfTwre] jo jueorad ()
IOAO JBT] [B9ARI £007 01 6661 WO ASAIG
uonendod JusLny) 9Y) WOY BIB(Y /i1
Bursnoy a1stadxe U yons Aq pozLajoeieyo
BOIE UB 0] 9AOUI 0] JUBA SST[TUIER] PINOM AUM
51500 Susnoy ySry sy oydsep “eare ueyjod




il Data not shown but available from the
author.

v Twenty-seven percent of families moving out
of the region between 1995 and 2000 were
immigrant and 15 percent were below the
federal poverty line.

v Data not shown but available from the author.
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good jobs, and a safer living environment.
Providing a range of housing throughout the
region also has the added benefit of allowing
more workers to live near their jobs. Less
commuting means less traffic and less air
pollution for all residents. Unfortunately, the
idea of fair share housing is more popular
among policymakers than city residents.
Few cities welcome the development of
affordable housing.

The main reason some cities restrict
or exclude low and moderate-income housing
development is to maintain high property
values in their community. Homeowners
benefit from high home values because their
home is often their largest investment and
most valuable asset, but also because high
property values work to maintain racial and
economic exclusivity in the community.
Suburban governments in particular tend to
be politically dominated by homeowners
concemed with maintaining high property
values. Residents will often oppose any low-
income housing development in their
community. NIMBY (Not-In-My-Backyard)
tactics usually include the portrayal of old
style public housing developments that were
notorious for their crime and lack of
aesthetics, despite the fact that most

affordable housing projects today are
virtually unrecognizable. Opponents to a
recent proposal for an affordable housing
development in Mission Viejo, a community
in Orange County, used such a tactic. They
circulated a flier reading ‘Stop the Nightmare
Before It Starts,” accompanied by a drawing
that looked like the notorious Cabrini-Green
Project in Chicago” (LA Times, McKibben,
4.19.04). City politicians also benefit more
from high-end housing development than low
and moderate-income units. Although
property tax revenues in California are
limited by Proposition 13, high cost housing
brings in more tax revenues than low-cost
housing. Some also argue that high-cost

housing is associated with lower service
" costs as well. When cities deny permission

to develop low-cost housing it becomes even
more difficult to address affordable housing
shortages.

Despite the reluctance of cities to
accommodate low-income households,
California has made fair share housing a
statewide policy goal for the past thirty years.
During the 1970s the state’s Department of
Housing and Community Development
(HCD) was given the task of helping local
governments provide housing for people of

all income levels throughout California. In
1975 HCD was required by state law to set
housing element guidelines for cities, and
these guidelines emphasized a regional fair
share concept. In the 1980s and 1990s the
present system of allocating fair share
housing within California regions began to
take shape. Under this system HCD
allocates housing goals to each region, based
on projections of future household growth.
Then a regional planning authority (a COG,
or council of governments) allocates those
units among the localities in the region who
are required to plan for those additional
housing units in the city’s housing element.
Unfortunately, state housing laws
have done little to realize the goal of fair
share housing. Thus far the state has not
forced cities to approve affordable housing
developments. One reason the state may
be reluctant to push for stricter housing laws
is because voters have indicated that they
support local approval of low-income housing
developments. Over the course of the last
thirty years California voters have had a few
opportunities to cast their votes on housing
issues. The outcome of these ballot
propositions in Southern California is
indicative of how some attitudes toward
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a period of record high housing prices in the
late 1980s and early 1990s) indicates that
most residents are still wary of having this
housing built in their neighborhoods. When
we looked at voting outcomes not just by
overall percentages, but also by cities —how
many cities had more than 50 percent of
voters supporting the propositions — support
was also very weak, except in the case of
Proposition 46, where city support was quite
high. o

This suggests that many cities are
still wary of affordable housing development
in their borders and may not be assuming
their fair share of housing for low-income
households. The following analysis examines
the distribution of low-income households in
* different types of cities in the Southern

California region.

The Distribution of Affordable Housing
in Southern California

Using low-income households as a
proxy for affordable housing, we looked at
where the bottom 20 percent of income
earning households reside in Southern
Californiaill. We divided the region into
groups based on population (above or below
50,000) and income (above or below the

Table 6.1: Households and Low-Income Households by City Type

Percent of

Percent of CMSA

CMSA Low | Increasein

Income | Low Income

Households | Households | Households | Households

N Type of City 2000 1990 2000 | 1990 - 2000
CMSA 5,351,556 4,909,218 100% 100%

49 Small, Below Median 399,241 349,491 9% 9%
53 Small, Above Median 462,753 396,815 5% 5%
31 Large, Below Median 1,083,484 1,015,285 24% 25%
45 Large, Above Median 1,531,165 1,340,651 19% ’ 25%
1 Los Angeles 1,276,609 1,219,770 32% 31%

Source: U.S. Census

CMSA median of $46,000). We chose the
50,000 cut-off because cities with
populations over 50,000 in a metropolitan area
are known as “Entitlement cities” and are
eligible to receive an automatic federal
allocation of CDBG (Community Deve-
lopment Block Grant) funds™. By law, the
primary beneficiaries of CDBG funds are
persons of low and moderate income. We
divided by income because generally
wealthier cities are more likely to exclude
low-income households. We kept the city of
Los Angeles as its own category. We
calculated a parity measure by dividing the
percentage of CMSA low-income house-
holds in each ci"Ey group by the percentage

of total CMSA households in each group. A
ratio of 1.0 equals parity. The results for
1990 and 2000 are displayed in Figure 6.2.
Predictably, cities with lower median
incomes have parity measures greater than
1.0, indicating a greater proportion of CMSA
low-income households than total house-
holds. The city of Los Angeles houses one
third of the regions’ low-income households,
but only 24 percent of all households, a much
higher ratio of the region’s poor households
to total households than for the group of other
large cities in the region. The city’s parity
measure in 2000 was 1.3. The higher income
city groups both have parity measures that
are significantly less than 1.0. Figure 6.2
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requires that these funds be used to increase
the supply of affordable housing in the city
where the redevelopment agency is located.
Between fiscal year 1991-1992 and fiscal
year 2000-2001, cities with redevelopment
agencies in Southern California set aside a
total of almost $3 billion for affordable
housing.¥ A large percentage (29 percént)
of these funds were accumulated by the large
cities with median incomes above the CMSA
median income — cities that as a group have
a slight under-concentration of low-income
households, only 19 percent of the CMSA
total. The amount of set-aside money in Los
Angeles was only 14 percent of the CMSA
total, despite having the largest percentage
of low-income households in the CMSA.

Between 1990 and 2000 a total of
almost 22,000 affordable units were built in
Southern California with the LIHTC'. The
majority (33 percent) of these units were built
in Los Angeles, which is on par with Los
Angeles’ portion of the CMSA’s low-income
households. Almost 25 percent of the units
were built in the large, high-income cities,
which, as noted, contain 19 percent of the
region’s low-income households. The small
low-income cities had 17 percent of the
region’s LIHTC units, more than their 9

Figure 6.3: Parity Index
Low Income Households, Southern California, 2000

Pacific Ocean

Parity Index

Below 1
or Above-

L

percent share of low-income households. In

the remaining groups of cities the percent of

LIHTC units was closer to par with their
percentage of low-income households.

Does affordable housing money follow
low-income households?

Neither of these funding sources are

distributed on the basis of a city’s low-income

population. While redevelopment funds are

accumulated in cities according to
redevelopment activity, LIHTC funds gb to
cities where the developers that use them
are able to build low-income units. Since
LIHTC projects only have to have 20
percent of their units affordable to low-
income occupants these types of affordable
units may be more acceptable in areas that
normally reject low-income housing. That

may explain why we do see a good portion
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simply do not want to locate in their
community because they lack transportation,
housing, and services for them, it is possible
that those amenities are purposely not
provided to avoid attracting low-income
households. A separate analysis of the
increase in housing units in Southern
California between 1990 and 2000 confirmed
that a lack of housing production is not
keeping out low-income households. The
small, above median income cities built 13
percent of the new housing units in the
region, slightly more than the city of Los
Angeles, which absorbed a much higher
percentage of new low-income households.
A closer look at the type of units in each city
group reveals a much lower percentage of
multi-unit structures (which tend to be more
affordable) in these cities than in other city
groups (see Figure 6.5). The percentage of
multi-unit structures in the small, above
median income cities was only 27 percent in
1990, dropping to 24 perceht in 2000. Only
2,300 multi-unit structures were built over
the ten year period, while over 50,000 single
unit structures were added. So clearly
housing is being built in these cities, but it is
not housing low-income households can
afford.

80%
70%
60%

 50%
40%
30%
20%
10%

0%
Small, Below

Figure 6.5: Multi and Single Unit Structures 2000

Srﬁall. Above Large, Below
Median Median Median

Large, Above  Los Angeles
Median

@ Percent Multi Unit Structures 2000 & Percent Single Unit Structures 2000

Source: U.S. Census

Getting cities to increase their
housing supply is important not just to meet
fair share goals, but also to meet the
increased demand for housing in Southern
California. As discussed in other sections of

his report, housing production in the state
has not kept up with population growth. As
vacant land on the fringes disappears there
will ‘be more pressure on cities to find
creative ways to develop additional housing.
It is likely that the state will have to reform

land use control. Local control has meant

that NIMBY attitudes limit housing deve-
lopment. Efforts toward using regional
governing bodies such as the Southern
California Association of Governments
(SCAG) have done little to force localities
to think about regional goals instead of purely
local goals. The state will have to find much
stronger mechanisms — both incentives and
sanctions — to secure an adequate supply of,
and fair distribution of, housing in Southern
California and the state as a whole.
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